Livestock Revenue Insurance: How Did It Perform? by May, Gary
Volume 7 | Issue 4 Article 3
2015
Livestock Revenue Insurance: How Did It
Perform?
Gary May
Follow this and additional works at: http://lib.dr.iastate.edu/agdm
Part of the Agribusiness Commons
This Article is brought to you for free and open access by the Agriculture and Natural Resources at Digital Repository @ Iowa State University. It has
been accepted for inclusion in Ag Decision Maker Newsletter by an authorized administrator of Digital Repository @ Iowa State University. For more
information, please contact digirep@iastate.edu.
Recommended Citation
May, Gary (2015) "Livestock Revenue Insurance: How Did It Perform?," Ag Decision Maker Newsletter: Vol. 7: Iss. 4, Article 3.
Available at: http://lib.dr.iastate.edu/agdm/vol7/iss4/3
5 February 2003
continued on page 6
by Gary May, 515-294-8930, gmay@iastate.edu, and William Edwards
Livestock Revenue Insurance: How
Did It Perform?
Two livestock revenue insurance prod-ucts, Livestock Risk Protection (LRP)and Livestock Gross Margin (LGM),
were introduced in Iowa in July 2002. To help
producers weigh the merits of these programs,
an evaluation was made of how LRP and LGM
policies purchased in July to cover hogs mar-
keted from August 2002 to January 2003 would
have performed. These outcomes were then
compared to similar risk management strate-
gies using options on futures contracts. The
comparison assumed 204 head were marketed
each month, enough to comprise a lean hog
futures contract of 400 hundredweight.
LRP versus Lean Hog Put Options
LRP protects livestock producers from declin-
ing hog prices by guaranteeing a specified live
hog price level. Available coverage levels range
from 70 to 90 percent of prevailing market
prices. Coverage can be purchased any time,
and is available for sales 90, 120, 150, and 180
days into the future.  Indemnity payments are
triggered if the cash price index at the end of
the endorsement period falls below the guaran-
teed price.
Table 1 presents the net payback for an LRP
policy purchased on July 15. The maximum
coverage levels available were $40.00, $38.21,
$38.00, and $37.90 per cwt. for the marketing
months October through January, respectively.
The premium totaled $4,727, or $5.79 per head.
The realized price index at the end of each
month ranged from $1 to $4 per cwt higher
than the guaranteed price. Consequently, no
indemnity payments were triggered.
Table 1 also shows the outcome of buying put
options to give price protection comparable to
the LRP example.  Four put options on lean hog
futures were purchased on July 15, at the lowest
strike prices available for delivery months
corresponding to the LRP endorsement periods.
The individual contract premiums were higher
than LRP premiums for the October, November,
and December delivery months, but lower for
January. Without the federal subsidy the cost of
the LRP policy would have been nearly identical
to the premiums for the options strategy. The
options contract exercised in November re-
couped $180 of the $1,580 premium, while the
contracts covering October, December, and
January marketings expired at virtually no
value. Overall, the net cost of price protection
was $5,487, or $6.72 per head, $.93 per head
more than for the LRP insurance.
LGM versus Puts and Calls
LGM was designed to protect producers from
both declining hog prices and rising feed prices,
so it is not directly comparable to LRP protec-
tion. The program divides the year into two
insurance periods, February through July and
August through January.  An LGM policy guar-
antees the gross margin per head (revenue
minus feed cost) for each marketing month
within the insurance period. The gross margin
guarantee levels are determined by lean hog,
corn, and soybean meal futures prices prevailing
when the policy is purchased, and are available
at 85, 90, 95, and 100 percent coverage. The first
signup period was July 16 to 31.  The producer
designates the type of operation, farrow-to-finish
or finish only, and the number of head to be
marketed during each month of the insurance
period.
Table 2 shows the outcome of the LGM policy.
Unlike LRP, LGM coverage was available for
the August and September market-
ing months. Premiums were $5.94
and $5.89 per head at 100 percent
coverage for the farrow-to-finish
and finish only alternatives, respec-
tively. As the marketing period
Table 1. Net cost of Livestock Risk Protection and put options,
$ per head.
Oct. Nov. Dec. Jan. Average
LRP policy 4.15 5.96 6.13 6.94 5.79
Lean hog put options    5.59   6.86   7.70  6.70 6.72
. . . and justice for all
The U.S. Department of Agriculture (USDA) prohibits
discrimination in all its programs and activities on the basis of
race, color, national origin, gender, religion, age, disability,
political beliefs, sexual orientation, and marital or family status.
(Not all prohibited bases apply to all programs.) Many
materials can be made available in alternative formats for ADA
clients. To file a complaint of discrimination, write USDA,
Permission to copy
Permission is given to reprint ISU Extension
materials contained in this publication via copy
machine or other copy technology, so long as the
source (Ag Decision Maker Iowa State
University Extension ) is clearly identifiable
and the appropriate author is properly credited.
Office of Civil Rights, Room 326-W, Whitten Building, 14th
and Independence Avenue, SW, Washington, DC 20250-9410
or call 202-720-5964.
Issued in furtherance of Cooperative Extension work, Acts of
May 8 and June 30, 1914, in cooperation with the U.S.
Department of Agriculture. Stanley R. Johnson, director,
Cooperative Extension Service, Iowa State University of
Science and Technology, Ames, Iowa.
6 February 2003
Livestock Revenue Insurance: How Did It Perform?, contiuned from page 5
unfolded, insurance losses
accrued during August and
September, when hog prices
crashed and feed prices were
rising.  The December lean
hog contract, however,
rallied after the September
Quarterly Hogs and Pigs
Report eased fears of a fourth quarter price
meltdown. Consequently, the cumulative losses
were eliminated by the end of the insurance
period, and there were no indemnity payments
made to offset the premiums.  Note that produc-
ers could have purchased coverage for indi-
vidual months, only, though the premiums may
have been higher.
Table 3 shows the outcome of a strategy of
buying put options on lean hog contracts, and
buying call options on corn and soybean meal
contracts (to protect against rising prices). The
premiums paid on the six lean hog put options
totaled $9,908, but the combined exercise value
was $5,321. Consequently, the net cost of the
put options was $4,587, or $3.75 per head. The
call options on the feed costs offered a small
positive net return, as corn prices surged in
August and September amid drought concerns
in the Corn Belt and downward revisions in
USDA corn harvest estimates.  This reduced the
total cost per head of the put and call strategy
to $2.67 for farrow-to-finish and $2.93 for finish
only.
Conclusions
• Insurance premiums were substantially lower
than the initial premiums for the correspond-
ing options strategies.  However, the options
did offer the chance to recoup some of their
initial cost by the time they expired.
• None of the products and strategies offered a
positive net return, but all of them
protected producers against even
larger losses that could have been
incurred if hog prices had trended
even lower.
• These results apply only to the marketing
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Perform? strategies and time periods covered
in the analysis, and will not necessarily occur
in the future.
The insurance products considered in this study
offer some advantages that were not quantified
in the analysis. For example, LRP and LGM are
better suited to smaller producers whose
marketings are insufficient to fill a futures
contract. Insurance coverage is available for any
number of hogs marketed. Conversely, a lean
hog contract is standardized at 40,000 pounds.
Using futures to protect marketing groups
smaller than this adds a speculative element
and may increase rather than reduce price risk
exposure.
One feature distinguishing LRP from the other
alternatives considered in this analysis is that
indemnity payments are based on a cash price
index rather than futures prices, thereby cover-
ing basis risk. LGM indemnity payments are
based on futures prices, leaving LGM policy-
holders fully exposed to basis risk.
A more complete summary of this research is
available at: http://www.econ.iastate.edu/
outreach/agriculture/livestock/
LivestockInsurance.pdf
Table 3. Net cost of put and call options, $ per head.
Aug. Sept. Oct. Nov. Dec. Jan. Average
Farrow-finish -3.69 -9.26 5.17 4.07 7.98 11.73 2.67
Finish only -3.69 -9.26 5.62 4.83 8.26 11.82 2.93
Table 2. Monthly indemnities from Livestock Gross Margin insurance,
$ per head.*
Aug. Sept. Oct. Nov. Dec. Jan. Premium
Farrow-finish 6.08 1.07 -3.81 -1.21   .64  - 6.50  5.94
Finish only 5.77 .91 -.56 .65 -3.37 -10.95 5.89
*Indemnity payments for the six-month period were zero.
